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TAX FORUM
DORIS L. BOSWORTH, CPA

Tax Traps under the Recapture Provisions
of the Internal Revenue Code
With the enactment of the 1954 Internal
Revenue Code depreciation received a great
deal of attention due to the introduction of
accelerated methods. Once these methods had
been adopted and the resulting tax savings util
ized to acquire new equipment, the subject was
relegated to its former position. Presently de
preciation has again assumed new importance
—justifiably so, in view of the many changes
inaugurated by the Revenue Acts of 1962 and
1964. Working with these changes for the past
three years has produced many problems, and
it might be helpful at this time to consider some
of those originating out of the recapture provi
sions as so many other areas of the Internal
Revenue Code have been affected.
In the case of property qualifying for the
investment credit (Section 38 property) the
general rule is that in any year when an asset
of this type is disposed of prior to the termina
tion of its estimated useful life, the investment
credit will be restored in whole or • in part.
There are statutory exceptions to this rule in
the following cases of early disposition:

issuance of shares results in a Subchapter S
shareholder’s proportionate stock interest being
reduced below 66%% of his original invest
ment. Under proposed Regulation 1.47-4 there
is recapture as to this shareholder. Suppose,
for example, Shareholder X had $1,000 of Sec
tion 38 property apportioned to him originally,
at a time when he owned 60% of the stock. In
the current year he sells stock and now owns
a 30% interest. As his holdings have been re
duced 50%, there will be recapture on $500,
50% of his Section 38 property.
Recapture of the investment credit can, of
course, be postponed in the case of used Sec
tion 38 property in any year where more than
$50,000 of such property is acquired. The socalled “floating limitations” of Regulation
1.47-3(d) prevail, and additional property
acquired in the same year, but not available
for credit due to the $50,000 limitation, may be
substituted for assets falling within the classi
fication of early disposals. There may be further
substitutions as each premature disposition oc
curs, subject to additional used Section 38
property being available, as well as the overall
$50,000 limitation.
Moving to the recapture provisions of Sec
tions 1245 and 1250, we are confronted with
a radical revision of other areas of the Code.
The following transactions have been converted
to taxable status by virtue of these sections:
(a) 12 Month Liquidation under Section
337. A sale of assets at corporate level
during the 12-month period will be tax
able to the extent of depreciation re
capture.
(b) One Month Liquidation under Section
333. Recapture here will increase cor
porate earnings by the gain, minus the
Federal income tax payable thereon.
This, in turn, increases the amount tax
able to individual shareholders at ordi
nary income rates and to corporate
shareholders at capital gain rates.
(c) Complete or partial liquidation under
Section 331. Recapture to the corpora
tion is recognized here.
(d) Liquidation under Section 334 (b) (2).
Recapture to the corporation is recog
nized although the acquiring corpora
tion may not treat the assets received as
used property for the purpose of apply
ing Section 38.

(a)
Transfer by reason of death.
(b) Section 381(a) transactions involving
carry-overs in corporate acquisitions.
(c) Mere change in form of conducting a
business, if taxpayer retains a substan
tial interest in the new business.

In the case of (c) above, the type of trans
action contemplated is the incorporation of a
partnership. One possible pitfall in this area is
the election by a corporation of Subchapter S
status. In that event, the investment credit ap
plicable to all of its Section 38 property on the
last day of the year prior to such election will
be subject to recapture unless on the first day
of the new year, or at the time of election of
such status, all of the shareholders consent to
have corporate cessation treated as a mere
change in the form of doing business. This
election which is found in proposed Regulation
1.47-4(b) is silent as to remedies available in
the case of a taxpayer who cannot make a
timely election for prior years. It would not
seem equitable to force this taxpayer to re
capture the entire credit in a Subchapter S
year because of inability to elect in accordance
with the regulations.
A further problem is presented in instances
where stock is sold, redeemed, or an additional
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As will be seen from the above, many areas
of the Code formerly attractive from a tax-sav
ings point of view have lost their glamour, and
before any liquidation can be contemplated,
the true tax cost must be carefully calculated.
Probably the most significant change is in the
acquisition or disposition of a small corporation.
In arriving at the sales price, the seller must
calculate the tax to be paid on recapture to
ascertain exactly what his net selling price will
be. On the other hand, the purchaser will in all
probability want to purchase the assets of the
business rather than the stock and subsequently
liquidate under Section 334(b) (2). He would
then get the assets at their stepped-up basis
with the burden of recapture falling upon the
seller.
Elevators and escalators disposed of after
December 31, 1963 are subject to recapture
provisions under Section 1245. If they are lo
cated in a building that is also subject to recap
ture under Section 1250, the seller of the prop
erty must allocate the selling price between the
two.
As in the case of Section 38, there are certain
statutory exceptions to the applicability of Sec
tions 1245 and 1250. The following transac
tions are exempt:
(a) Gifts. No gain insures to the donor at
the time of the gift, but the donee must
recapture upon his disposition of the
property, exclusive of any increase in
basis as the result of gift taxes paid.
(b) Charitable Contributions. No gain is
attributed to the donor at the time of
the gift, but the fair market value of
the gift must be reduced by the amount
of unrecognized recapture income.
(c) Transfer by Reason of Death. Even
though the property will have a
stepped-up basis in the hands of the
beneficiary, there is no recapture. The
only exception to this rule is income in
respect of a decedent under Section
691.
(d) Tax-free Exchanges. There will be no
recapture where the basis of the prop
erty in the hands of the transferee is
determined by reference to the basis in
the hands of the transferor.

In view of the fact that Sections 1245 and
1250 are superimposed upon every other sec
tion of the Code, it will readily be seen that not
all of the problems have been considered here.
Certainly it is obvious that, in the future,
case law and Revenue Rulings will have to
be closely followed to ascertain the true tax
impact of all of the recapture provisions. In
the interim the taxpayer should be alerted as to
possible tax consequences in any contemplated
transaction.

Compilation and Administration
of CPA Examination
(continued from page 8)
above a minimum passing grade, the reviewer
spends little time on the paper. The marginal
papers receive careful scrutiny on the part of
the reviewer; a marginal paper is one initially
with a grade between 60 and 74. Reviewers
are given some latitude in awarding points to
candidates whose responses may not exactly
fit the grading guide.
After the marginal papers have been graded
for a second time, a tabulation by states is pre
pared. From that tabulation, the Director of
Examinations selects papers which require a
third grading. He looks for papers indicating
inconsistent scores among subjects for a given
candidate. Studies have indicated that there
is a strong correlation among scores on the
accounting practice, theory, and auditing sec
tions of the examination. Of course, this is not
always the case, but a third grading is made
of those papers with inconsistent scores to
make certain that the grading has been fair.
In making his review of grades, the Director
of Examinations keeps in mind the conditioning
requirements of a candidate’s state, and makes
sufficient review to assure himself that the grad
ing is both consistent and competent.
When third gradings are requested by the
Director, a section head or one of the most
competent reviewers is assigned the task of
grading the papers, and he is given even more
latitude than the reviewer was given in making
the second grading. After the third grading,
the paper is reviewed by the Director or one
of his assistants to determine whether the mat
ter giving rise to his request for the third grad
ing has been logically resolved. If not, the Di
rector himself makes a fourth grading. The real
question he asks himself is, “Will the candidate
be able to practice as a certified public ac
countant in such a way that the interests of
the public will be protected?”
In the process of grading papers every effort
is made to insure that each candidate receives
the most consistent and equitable treatment
possible.
One of the responsibilities of the Board of
Examiners is to make certain that the exami
nation is representative of the knowledge re
quired of certified public accountants now and
in the future. The Board of Examiners must
make a re-analysis every six months of the re
quirements, having in mind the pronounce
ments of the Accounting Principles Board, the
spectrum of services required of certified pub
lic accountants, the changes in auditing pro
cedures, the changes in income tax laws and
regulations, and to a lesser extent management
services developments.
(concluded on page 15)
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